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Introduction 
Revenue mobilization in developing countries is challenging and especially so when it comes to 
generating taxes from small enterprises.  This represents a conundrum for policymakers and tax 
administrators.  On the one hand there is a compelling need for revenues to meet spending and social 
objectives including some semblance of fairness in taxation.  At the same time it is widely recognized 
that in many countries the cost of revenue mobilization from (at least some) small firms—including both 
administration and compliance costs—exceeds revenue potential.  So even if policymakers decide to 
seek to tax small enterprises, the tax administration may have little enthusiasm for diverting resources 
from other seemingly more productive uses to enforce taxation of the small.   
Defining a “small” business is problematic.  In the U.S., the Small Business Administration includes 
some manufacturing firms with employment up to 1500 in their definition of a small business.  The 
World Bank (2007a), on the other hand, defines micro firms as generally having less than 10 employees, 
small firms as having 10-49 employees (though there are exceptions) and medium-size firms at 50-249 
employees (again with exceptions).   In practice small firms can be defined broadly by some of their 
common characteristics and this is the approach we follow in this paper without a specific attempt to 
define small.  Our discussion applies less to small firms with strong connections to the formal sector and 
with solid accounting practices.  Instead, we focus on small firms that are often ill prepared to comply 
even with the simplest of tax systems, though there are certainly many exceptions even in very poor 
countries.  Small firms tend to operate on the fringe of the formal economy, with only loose connections 
to the formal tax and regulatory apparatus of the state.  Their activities are often labor intensive,1 
meaning fewer interactions with market traders of tangible goods who may be in the tax net; they rely 
disproportionately on cash transactions; there are few opportunities for third-party verification; and 
they have poor bookkeeping practices.  Tax policy is often uniquely designed for small enterprises, 
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ranging from simple exemptions for small traders under the VAT to the imposition of presumptive tax 
regimes.  Together the characteristics of small firms and their activities offer a weak foundation for 
voluntary compliance and leave little opportunity for effective enforcement.    
There are no good consistent data across developing countries on the magnitude of tax gaps and 
noncompliance for small enterprises.  Schneider et al. (2010) estimate overall GDP gaps on legal 
activities that range from 34.7 percent in Latin America and the Caribbean to 27.3 percent in the Middle 
East and South Africa to 37.6 percent in Sub-Saharan Africa.  It is difficult to infer the share of these gaps 
that comes from small firms but it is likely to be significant.  Data gathered by the World Bank (2007b) 
show that micro, small and medium enterprises (MSMEs) share of employment is 49.4 percent in low-
income countries and 53.9 percent in low, lower-middle and upper-middle income countries.  In the 
end, tax gaps from small enterprises must be made up by higher taxes on compliant agents or foregone 
public services. 
The relationship between revenue authorities and potential taxpayers has traditionally been viewed 
narrowly as a game theoretic principal-agent problem, which certainly has merit.  This fits nicely with 
the often adversarial relationship between taxpayers and revenue authorities where each party 
operates with some degree of uncertainty and antagonism regarding the behavior of others.  It is also 
consistent with negotiated tax settlements that are common in developing countries.   
 However, it has become apparent that there is more to the compliance game than simply 
administrative enforcement of taxes imposed on the unwilling.  Interactions between taxpayers and the 
state represent an important facet of the evolving and arguably endogenous social contract in 
developing countries and this is not easily accommodated by classical models of underreporting and 
compliance.  This is especially important for small firms since the first direct, formal contact with an arm 
4 International Center for Public Policy Working Paper Series 
of the state may be interaction with tax authorities.2  If this interaction goes poorly it may weaken the 
social contract and support for the state, along with the will to comply.  It is entirely possible that 
negative relationships—created by unsympathetic, arbitrary or especially egregious administrative 
behavior—create the will to cheat as a form of spite or reciprocity.3   If policymakers decide to tax small 
enterprises, the absence of a strong and credible will to tax, along with administrative inefficiencies and 
corruption, can compromise the tax enforcement climate, diminish revenue productivity further and 
harm the perceived fiscal exchange between taxpayers and the state.  It may be better to not tax at all 
than to tax poorly.   
Developing countries must first decide whether or not to tax small enterprises.  If the decision is 
made to tax, the actual tax instrument must be designed and implemented, along with the enforcement 
regime and administrative policies and procedures that will define the relationship between taxpayer 
and state.  Traditional arguments for taxation of the small include revenue need, the pursuit of taxpayer 
neutrality across businesses of different size and enhancement of the overall enforcement regime via 
inclusion of more firms in the tax net (to facilitate cross verification).  Also, the failure to tax small 
enterprise creates incentives for firms to remain small or to use the “small” loophole to avoid or evade 
taxes; in such instances one would expect to see relatively large numbers of small firms bunching up at 
the kink point where the system of taxation for larger enterprises is implemented.  Secondary 
arguments justifying taxation of the small have more recently been articulated.  One such argument is 
that “formality,” i.e. firm engagement with the formal sector as opposed to informal sector of the 
economy, will improve economic growth.  So if firms can be nudged into compliance with the tax 
system, they may then comply more broadly with the state’s regulatory apparatus, access market 
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 We are not suggesting that all small firms are new. The most successful small firms become large and the 
least successful go out of business leaving a set of new and stable small firms. 
3
 Jolls et al. (1998) note (pp. 1546) that “Some predictions of the standard model are simply wrong.  For 
example, people can be both more spiteful and more cooperative than the traditional analysis predicts…” 
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resources like credit, interact more fully with other enterprises and grow at a stronger rate.   There is 
also the growing perception that fair and effective taxation of the small provides spillover benefits.   For 
example, if taxation of the small enhances society’s perception of the compliance regime and fairness of 
the tax system, others will more willing comply without increased usage of costly enforcement sticks.   
This broader perspective of compliance and enforcement is not easily accommodated by 
neoclassical models of criminal behavior which have been applied to understanding the compliance 
game and designing enforcement mechanisms.  Behavioral economics, which introduces broader social 
and psychological influences, may be a better construct to understand how relationships between 
taxpayers and the state affect compliance.  These seemingly modern ideas have early antecedents in the 
developing country context.  For example, the introduction of the Blue Return system in Japan in 1950, 
which included positive inducements for compliance and is discussed more fully below, was advocated 
by Professor Carl Shoup as part of the post-war Shoup Mission.  Much later, Shoup (1976) attributed the 
modest use of urban real estate taxation in developing countries to sociology, political science and 
anthropological factors.  Bahl and Schroder (1983) note that there may be “…a psychological incentive 
to pay if a taxpayer is among neighbors who are complying with the law.”4 
In what follows we first discuss a more nuanced view of the tax compliance game from the evolving 
perspective of behavioral economics.  This discussion is followed by a more traditional analysis of issues 
related to taxation of the small drawing on recent insights and policy interventions.  Our discussion 
generally blends issues of tax structure with various facets of tax administration and enforcement.  In 
most instances the tax instrument in question is the VAT since it is the dominant revenue source in most 
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Jolls et al. (1998) provide a general discussion of neoclassical and behavioral models of law and economics.  
Alm (2010) applies behavioral economics to the field of public economics, including tax compliance.  Also see the 
collection of essays in Alm, Martinez-Vazquez and Torgler (2010). 
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developing countries, though we recognize there are compliance problems with all revenue 
instruments.    
A primary conclusion of our work is support for integration of small firms into simplified tax systems 
that will lead taxpayers into the general and regular system of taxation for larger businesses as they 
grow and prosper.  This might include a VAT with thresholds to exempt the smallest of traders and 
simplified reporting procedures that can nurture compliance.  We generally offer little support for 
alternative tax systems, in particular presumptive regimes, which can complicated, onerous, entail 
administration of multiple tax systems and do a poor job of preparing taxpayers for the regular system 
of taxation.  Administration and enforcement should include comprehensive registries of firms, some 
form of regular filing or contact requirements with the revenue administration and rewards for good 
compliance behavior.  We recognize that there may be circumstances where it is better to not tax the 
small.  These situations are most likely to arise when tax capacity is exceedingly low and there is little 
confidence in the capacity of the state to administer the rule of law.  We also argue for a broader 
perspective on the role of the tax administration apparatus in developing countries.  The importance of 
nation building and a sound social contract point to the need to create a healthy rather than adversarial 
relationship between taxpayers and the revenue authorities.  This is problematic in practice since it 
represents a sharp departure from current policy and will entail new models of training for 
administrative personnel.   
Behavioral Economics: New Perspectives on the Compliance Game 
Research on compliance has traditionally focused on maximizing the collection of revenues that are 
due given resources available to the tax administration.  Efficiency requires consideration of excess 
burdens, as well as the costs of administration and compliance, but tax administrators are prone to 
focus on revenues at the expense of other considerations.  More recently research has broadened the 
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goals to include the important roles that taxation can play in bringing businesses into the formal sector 
and encouraging state-building.  This broader behavioral perspective is especially important for small 
firms because of agent’s direct interactions with the revenue authorities.  Owners of large firms, on the 
other hand, often rely on legal and accounting staff, along with other professionals who are tasked with 
the tax reporting process.   
The Allingham-Sandmo Model 
Allingham and Sandmo (1972) provide the classical framework for explaining individual taxpayer 
compliance behavior and rationalize and guide administrative enforcement efforts.  In principle the 
model is especially well suited to small enterprises by virtue of the individual agent—as opposed to a 
formal business establishment—making choices regarding the degree of compliance with the tax 
system.5  This framework has its roots in early stick models of criminal behavior with agents narrowly 
deriving utility from own income net of taxes and expected penalties on underreported income; 
expectations are assumed to satisfy the assumptions of expected utility theory.  By focusing on the 
taxpayer’s choice of underreported income and emphasizing the role of penalties, there is a natural 
linkage to enforcement through traditional examinations, audits and administrative/criminal penalties 
for noncompliance.  (The literature is largely silent on how behavioral responses to audit probabilities 
and penalties are shaped.)  The Allingham and Sandmo perspective is likely the mental construct used by 
most analysts and policymakers today in framing the tax compliance game.  For example, Sarker (2003) 
discusses compliance problems associated with the self-assessment system in Bangladesh and points to 
weak penalties as one of the main impediments to improved administration and revenue collection.  But 
there are important exceptions where a broader view is applied.  For example, the Tanzania Revenue 
Authority has shifted its emphasis away from enforcement and more toward compliance carrots 
                                                          
5
 Everest-Phillips (2008) indicates that analysis of business taxes has focused on compliance costs and 
efficiency with little consideration of the underlying motivations and the broader willingness of firms to pay.    
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(Foreign Investment Advisory Service, 2006).  While this is a potentially important step, there is virtually 
no knowledge of the returns to the application of kindness and carrots to tax compliance. 
Despite the popularity of the Allingham and Sandmo model, there are several reasons to reject it as 
a complete characterization of compliance behavior.  First, the magnitude of expected penalties is in 
practice generally too low to explain observed rates of compliance across both developed and 
developing countries.  McCaffrey and Slemrod (2006) argue that this criticism of Allingham and Sandmo 
is overstated since a large share of income is matched by third party reporting and thus not even subject 
to traditional enforcement efforts.  However, even accounting for this pattern of matched income, 
McCaffrey and Slemrod acquiesce and conclude that other factors must nonetheless be at play in 
explaining rather pervasive patterns of compliance in the face of low audit odds.  There is related 
evidence from the laboratory that subjects overstate audit probabilities (Alm, McClelland and Schulze, 
1992).  But there is no neoclassical explanation of why this might be the case. 
Second and related, there is empirical and experimental evidence to suggest that various notions of 
fairness regarding the behavior of others (e.g. reciprocity), fiscal exchange and the quality of governance 
affect compliance patterns (e.g. Cummings et al. 2009).  Similarly, there is evidence from a wide class of 
public goods experiments that there is more cooperation and less free riding than would be predicted by 
theory.  Together this evidence suggests that own compliance behavior can be affected by the 
compliance behavior of other individual agents, the nature of taxpayer relationships with revenue 
authorities and the quality of the quid pro quo between tax payments and government services.   These 
conclusions go well beyond the boundaries of the Allingham and Sandmo model.  Classical incentives 
matter, but so do other considerations.  These other considerations may go a long way toward 
explaining why the returns to classical enforcement efforts vary across countries and regions.  This may 
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be especially important to small firms who likely hold first-hand knowledge of the compliance behavior 
of other small firms and have direct contacts with revenue authorities. 
Finally, extensive laboratory experiments have rejected the expected utility approach to explaining 
behavior under uncertainty.6  Prospect theory and loss aversion, concepts formalized by Kahneman and 
Tversky (1979), have been shown to have considerably broader explanatory power than expected utility 
theory.  As discussed below, this alternative view of uncertainty has potentially important implications 
for the penalty-reward structure of the enforcement regime targeted to small entrepreneurial 
enterprises.   
Behavioral Public Finance 
Behavioral public finance offers a potentially promising complement to the classic Allingham and 
Sandmo model, whether applied to a developing or developed country context.7  For example, the role 
of penalties offers some important lessons.  Frey (1997) distinguishes between intrinsic motivations to 
comply based on civic obligations versus extrinsic motivations that emanate from the threat of the 
enforcement regime.   Everest-Phillips (2008) links the intrinsic motivations to state-building and argues 
that political inclusion, accountability and transparency, perceived fairness, effectiveness, and political 
commitment to share prosperity are the key elements to building intrinsic motivations.  He goes on to 
contend that bringing small businesses into the tax net is an important component of bringing them into 
the formal sector.  Encouraging firms to join the formal sector is important because these firms grow 
much more rapidly and they may help other businesses grow as well, so small business tax policy can be 
a key element to motivating much needed economic growth.  Frey shows that more vigorous 
enforcement efforts can crowd out the intrinsic motivations that are essential to state building.  The 
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 For a review, see Camerer et al. (2004). 
7
 In addition to the general review of behavioral economics by Camerer at al. (2004), see McCaffrey and Slemrod 
(2006) for a more focused discussion of behavioral public finance. 
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consequence is that people pay a higher share of their taxes not out of any civic obligation or duty to the 
state but because of the fear of retribution and penalties.  This can potentially weaken the nature of the 
fiscal exchange between taxpayer and state and have broader social implications. 
However, broadening the tax base to small firms may generate little if any new revenues 
(particularly when one accounts for administration and compliance costs), whether motivated 
intrinsically or extrinsically, and may not be justifiable based on net revenue maximization.  The decision 
on whether to tax small businesses should be judged in terms of the broader set of objectives.  For 
example, by reducing the size of the informal sector one expands the legitimacy and perceived fairness 
of taxes to others in the tax net and builds linkages to foster growth of the state. 
Prospect theory and penalty (loss) aversion indicate that similar gains and losses from some 
reference point do not have the same magnitude of positive and negative effects on utility.  An 
immediate implication is that rewards as opposed to only penalties surface as an important means of 
affecting compliance behavior.  Falkinger and Walther (1991) introduce positive inducements into the 
Allingham-Sandmo model and show that a mixed strategy that includes rewards and sanctions is often 
superior to a pure penalty-based system.  Ventry (2008) similarly argues that tax enforcement currently 
“…relies too heavily on sticks and not enough on carrots.”  He views rewards for compliant taxpayers as 
a complement to penalties on the noncompliant, not simply a substitute.  More generally Ventry makes 
the case for a more cooperative and constructive relationship between revenue authorities and 
taxpayers.  There is nothing in traditional models of criminal behavior and tax enforcement that would 
directly support such a cooperative approach to compliance and administration.   
Incentivizing compliance through a reward structure will strike some as a peculiar means of getting 
taxpayers to do what they are obligated to do, similar to a bonus that is provided to a worker who 
shows up to work on time.  But there is evidence that these rewards can enhance behavioral responses.  
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Early evidence comes from the Blue Return-White Return system that was introduced in post-war Japan 
in 1950 at the recommendation of the Shoup Commission (Tanabe, 1973).  Japan faced a dramatic need 
for revenue mobilization but dealt with taxpayers who had little in the way of formal books and records 
to support self assessment of tax.   A culture of compliance and honest self assessment was lacking at 
the time which further compromised compliance.  Taxpayers with proper books and records were 
allowed to submit Blue Returns that were accompanied by reduced sanctions and special provisions like 
loss carryforwards and carrybacks, and allowed deductions for family employees in order to facilitate 
separation of household from business finances.  Taxpayers submitting White Returns were denied 
these same benefits.  Importantly, audits of Blue Returns were confined to information maintained in 
regular books and records; audits of White Returns were subject to averages and standards akin to 
modern presumptive regimes.  An important objective of auditing was to improve recordkeeping 
practices.  With time there was substantial improvement in compliance and significant growth in the 
share of Blue Returns.  
There are also more recent examples of positive incentives for compliance.  For example, Tanzania 
and Pakistan have each implemented a carrot compliance model under the VAT whereby traders in 
good standing are given accelerated refunds (Foreign Investment Advisory Service, 2006).  In Tanzania 
all VAT refunds are in principle to be provided within 30 days, while Gold and Silver status taxpayers—
those with good compliance histories—receive expedited refunds.  The classic penalty structure has not 
been abandoned.  Those traders with compliance irregularities or with neither Gold nor Silver status are 
subject to audit prior to the granting of refunds.  Like the Blue Return system in Japan, this approach 
encourages proper recordkeeping to support self assessment and administrative enforcement.   
Of course what matters most is what the tax administration does in practice and this can have an 
important bearing on taxpayer attitudes.  The Foreign Investment Advisory Service notes that best-
12 International Center for Public Policy Working Paper Series 
practice requirements for achieving Gold or Silver status are not transparent, which can create 
uncertainties and distrust, and thus potentially offset any gains that might otherwise arise from the use 
of carrots.  Manufacturing firms have noted that they are still required to provide verification for every 
VAT refund claim which renders the carrot (i.e. risk assessment) system largely ineffective and 
irrelevant.   
A second and less obvious implication of prospect theory is that a series of small gains are preferred 
to a singular, aggregated gain, while an aggregated loss is preferred to a series of smaller, disaggregated 
losses (Krishna and Slemrod, 2003).  Thus any incentives and rewards for compliance should be small 
(and salient) but spread out over time.  The expedited VAT refunds noted above are consistent with this 
principle.  Penalties and tax remittances, on the other hand, should be subject to aggregation rather 
than spread out across time.  Unfortunately there is no direct empirical evidence to support such 
conjectures. 
Salience has surfaced prominently in the new behavioral economics literature and requires 
transparency and meaningfulness in order for behavior to be affected by policies and other parameters.  
The enforcement/reward structure of the compliance regime, along with administrative procedures and 
provisions, must be clearly understood by taxpayers and have reasonably certain and significant 
consequences in order to be effective.  This is not likely to be the case for many small enterprises that 
have tenuous and limited interactions with revenue authorities and other elements of the state’s 
regulatory system.  Many tax regimes allow rebuttable assessments that may diminish salience in the 
eyes of the taxpayer.  More generally, corruption, bribes, and gross inefficiencies in tax administration in 
developing countries may cause the enforcement apparatus to be indirectly compromised.   
Salience also suggests that voluntary remittance of tax must map visibly and significantly into public 
service provision and the safety and security offered by the state.  Small, irregular tax remittances and 
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presumptive or two-tiered tax systems may signal to taxpayers that their tax contributions are of 
inconsequential value to the state; taxpayers may also feel that they are of secondary value relative to 
other taxpayers.  This argues for including small business enterprises into the regular system of taxation 
applied to larger firms.  Of course, the benefits of feeling connected to an overall tax structure imposed 
on all business must be balanced against the administration and compliance costs associated with 
enforcing taxes on large numbers of small businesses.  Indeed, a complicated general business tax 
structure may not be salient to many small firms, even if it is the same structure levied on larger firms. 
The way in which tax payments are framed in the eyes of small enterprises may be portrayed as 
form of price presentation per the marketing research literature (Krishna and Slemrod, 2003) and can 
affect the salience of taxation.  For example, there is evidence that separately stating sales taxes and 
product prices leads to the perception of lower product prices (Chetty et al. 2009).  Kamleitner et al. 
(2012) find that small businesses frame their tax payments as painful losses.  It is possible that an 
indirect tax like the VAT, which one could argue is collected on behalf of consumers rather than taken 
from the income of the business enterprise, may lead to less mental distress than an income or 
presumptive tax that is perceived to be taken from the resources of the entrepreneur.  Prospect theory 
and framing together may be arguments against presumptive tax regimes.  As Krishna and Slemrod 
note, reductions in tax burden from some base are viewed as gains.  Thus a tax that allowed for 
adjustments to the base to arrive at the tax burden—whether an income tax or VAT—may be preferred 
to a system that is framed as a lump sum burden that can only be reduced through an onerous rebuttal 
mechanism with the tax administration.   
At a more general level are other-regarding preferences that may capture social norms and 
responsibilities, inequities in fiscal exchange and the political process, reciprocity and fairness.  Unlike 
traditional neoclassical preference structures where utility depends on own characteristics like own 
14 International Center for Public Policy Working Paper Series 
leisure and own consumption, other-regarding preferences allow behaviors and outcomes of other 
agents to affect own utility and own behavior.  One class of other-regarding preferences characterizes 
some goods as being positional or having status associated with their consumption, as with extravagant 
vacation homes (e.g. Ireland, 2001).  A simple representation would be own consumption relative to 
mean consumption of society at large or some peer group such as co-workers or one’s neighbors; an 
increase in own consumption relative to the mean would increase utility, while an increase in mean 
consumption with no increase in own consumption would diminish utility.  The important implication of 
other-regarding preferences in the compliance context is that the behavior of others—taxpayers, tax 
administrators, the government at large and so on—can affect own wellbeing with no change in own 
behavior.  At the same time, the behavior of others can induce changes in own behavior even absent 
changes in traditional parameters like own income, prices, tax rates and penalties. 
The likely presence of other-regarding preferences poses both challenges and opportunities.  The 
challenge arises from the greater complexity of the preference structure; opportunity arises through the 
possibility of a social multiplier whereby inducing positive changes in one’s behavior can lead to positive 
changes in the behavior of others.  Consider, for example, the notion of positional compliance where 
one’s degree of tax compliance depends on mean compliance of society.  Classical enforcement 
activities that diminish the noncompliance of others may also serve to diminish own noncompliance.8  
Coolidge and Ilic (2009) survey informal firms in South Africa and find that those that are likely to move 
to the formal sector and register for tax perceive that other enterprises pay their taxes.  Other policies 
that enhance compliance may have similar effects. 
There is considerable evidence that various notions of fairness and the broad nature of the 
relationship between taxpayer and state have an important bearing on compliance behavior.   Kirchler 
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 In practice it may be impossible to distinguish between enhanced compliance arising from other-regarding 
preferences and improved compliance from an enhanced enforcement regime. 
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et al. (2010) emphasize the importance of a service-oriented attitude to tax enforcement that may help 
convey the fairness of the tax system and fiscal exchange with the state.  Schnellenbach (2010) focuses 
on vertical reciprocity (taxpayer-state) and horizontal reciprocity (taxpayer-taxpayer) in affecting 
compliance.  Alm, McClelland and Schultze (1999), use laboratory experiments to show that when 
higher enforcement parameters are rejected by voters, noncompliance grows pointing to the broad 
importance of social norms.  Bird et al. (2007) find that tax effort in developing countries depends on 
the degree of corruption, public sector accountability and the efficacy of public institutions in supporting 
voice and participation.  Richardson (2006) conducts a cross-country empirical analysis that points to the 
importance of fairness and tax morale in affecting aggregate compliance behavior.9 
Nothing here is meant to suggest that the Allingham and Sandmo framework should be discarded.  
But there is a much broader social and political context within which self-interest is exercised and classic 
enforcement activities take place that must be recognized.  Traditional enforcement, from simple 
interest charges to criminal sanctions, will remain important because we know that people are 
motivated by basic incentives and disincentives.  But consideration should be given to mechanisms 
whereby rewards can be structured to induce and enhance compliance.  This is easier said than done, 
especially in light of the paucity of guiding empirical evidence.  More generally there should be 
increased recognition of and emphasis on social and political interactions that frame attitudes toward 
fairness and the quid pro quo between taxpayer and state.  In this context attitudes are endogenous and 
will depend on the actions of agents of the state.  Unfortunately, we know terribly little about how to 
change these attitudes and the costs that would be incurred in doing so.  This is especially problematic if 
the only available resources are currently employed in the application of traditional enforcement 
activities. 
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 Torgler (2002) provides a survey of the literature on the influence of tax morale and social norms on tax 
compliance.  Also see Alm (2010) for a review of tax compliance experiments that point to the importance of social 
norms in affecting behavior. 
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To Pay or Not To Pay 
Small enterprises must decide whether they want to opt (or stay) out of the tax system, participate 
partially with the tax system (e.g. register with tax authorities but underreport income/taxes or file 
irregularly) or fully opt into the tax system and thus the formal sector.   As such the compliance decision 
of the firm can be viewed as a continuum ranging from no compliance (informality) to complete 
compliance (formality).  The scope of participation will depend on a host of considerations that reflect 
the activities and objectives of the business enterprise and the nature of the state’s tax and regulatory 
apparatus.   
Two broad categories of possible incentives and disincentives to participate in the tax system are 
market considerations and public policies.  Businesses that engage solely in illegal activity will generally 
choose not to participate, while those partially involved in illegal sector activities as well as above 
ground activities may have considerable incentive to comply (at least partially) in order to mask and 
launder some business activities.  Such firms may generally choose to operate in the middle of the 
compliance continuum, paying all or much of what is due on legal activity and masking illegal sector 
activity through creative bookkeeping.  It is entirely possible that the costs of being in the middle exceed 
the costs of complete informality or formality, but the returns to evasion may more than offset these 
costs. 
Enterprises engaged in legitimate market activities face numerous incentives to formally participate 
in the tax system and register and file returns and reports, but there will generally be some temptation 
to underreport taxes.  These incentives need to be highlighted in the eyes of fledgling taxpayers.  Many 
businesses, especially businesses that have plans for growth, need access to formal capital markets and 
participation with the tax system may be a necessary antecedent to accessing financial capital.  Access 
to public sector contracts will also hinge on participation with the tax system.  (The incentive to contract 
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with the state could easily be dampened or negated by corruption and rent seeking in the allocation of 
government service and acquisition contracts.) There may be other market incentives as well, for 
example the desire to use marketing techniques and advertising services that would otherwise possibly 
expose the firm and its activities to the revenue authorities.10  Finally, depending on the product or 
service, consumers would likely prefer purchasing from legitimate enterprises in order to have the 
opportunity to return or exchange products and receive warranty service.  This would be less important 
for the labor intensive services that many informal firms provide to their customers, such as personal 
transport.  Licensure may also be an important consideration to the extent that licensed sellers provide 
greater quality assurances. 
Public policies may offer both incentives and disincentives to participate in the formal sector as a 
legitimate enterprise.  For example, firms may want recourse to police and court services to protect 
their private property which provides an inducement to participation and some degree of compliance.  A 
corrupt enforcement and legal system may fully compromise this incentive.  Participation in the tax 
system will also expose a firm to the full regulatory and licensure apparatus of the state which could be 
costly.  Corruption, ineptitude and administrative inefficiencies will increase these costs further.   As 
with market-based incentives, taxpayers should be made aware of the public sector benefits that accrue 
from full participation in the formal sector. 
The fiscal system imparts both direct and indirect influences on the choice to comply with the tax 
system.   Presumptive tax regimes are used when observability is compromised or sharply constrained, 
as with small firms that rely on cash transactions.  They are also intended to offer some relief from the 
compliance and tax burdens that would otherwise arise if firms were placed in the “regular” tax system.  
For example, Tanzania employs a presumptive tax system based on turnover where firms can pay a flat 
                                                          
10
 See International Finance Corporation (2007) for further discussion of advantages and disadvantages to 
compliance. 
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fee if they keep no formal accounts or a two-part tax (flat rate plus percentage) for those firms that keep 
records.   
But regardless of how these presumptive systems are structured, they do entail some compliance 
cost and necessitate some payment of tax relative to completely opting out of the system.  In many 
instances the tax burden may have little or no bearing on the taxes that might accrue from accurate self 
assessment and reporting.  In practice, the tax burdens of the presumptive regime can be relatively high 
and create a significant disincentive to market participation.  For example, Stern et al. (2005) calculate 
marginal effective tax rates (METRs) for the presumptive and general tax regimes in South Africa, 
Zambia and Rwanda.  In each case they find that the presumptive regime leads to substantially higher 
marginal tax rates.   
While these presumptive tax regimes can represent an impediment to formality, they offer some 
encouragement for firms to grow and move to the general system of taxation.  But there is an important 
question as to whether they nurture desired behavior, in particular the cultivation of formal records and 
books that can support tax compliance and also facilitate business management.  It appears that 
presumptive taxation is used as a stopgap measure to generate revenue and provide some degree of a 
level playing field relative to larger and better-established enterprises.  If these systems are used, they 
should be structured to achieve longer-term policy objectives including accurate recordkeeping. 
Small traders’ participation in the VAT regime in most countries may be precluded by sales 
thresholds. The International Finance Corporation (2007) reports that small enterprises in South Africa 
confront very high marginal effective tax rates (METRs) on their capital expenditures because of their 
inability to receive relief on input purchases.  Of course the same enterprises are not required to charge 
VAT on their sales so the net tax impact will depend on the profile of the firm in question.  Compliance 
costs are relatively high for smaller businesses because of fixed costs of compliance (including the need 
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to keep formal books and accounting statements) and the small volume of trade. Compliance costs and 
the competitive advantage from not charging VAT on sales may together be substantial and provide 
significant encouragement to noncompliance. 
For fully-qualified traders the VAT offers relief on input purchases, but compliance with the VAT also 
reduces opportunities for additional sales and market penetration via undercutting the tax-inclusive 
price charged by other traders.  This would be especially true of retailers making sales to final 
consumers.  Traders in the middle of the supply chain would likely have fewer opportunities to engage 
in this behavior since other firms would want access to the full value of credits on purchases.   
Fostering Compliance through Tax Administration  
Research over the past four decades evidences the importance of tax administrators viewing and 
structuring their role and approaches based on a broader perspective of the incentives and goals for 
paying taxes than is seen in the Allingham and Sandmo model. Tax administrators must also be 
evaluated using a much broader set of goals than simply a revenue generator if taxes are expected to be 
a major tool for linking taxpayers to the state. The goals, which include collecting revenues, limiting 
administration and compliance costs, and building linkages to the state, must be recognized when 
incentives are created for taxpayers and when tax administrations are evaluated.11  This will require 
creation of a new culture within governing bodies and the tax administration and will require new 
models of training for administrative personnel, especially those with direct interactions with taxpayers.   
Expanding Expectations for Tax Administrations 
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 It is common for the tax code to be used to pursue additional social policy objectives, especially in 
developed countries.  Taxpayers may incorrectly attribute the pursuit of these objectives to the tax administration 
while in reality their source lies with the legislative and/or executive branches of government.  The role of the tax 
administration in these contexts can also be expected to shape taxpayer linkages to the state. 
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The more complicated incentives and goals significantly raise the challenges for tax administrators 
but also the mechanism for evaluating their performance. Establishing tax administrations that meet 
such extensive expectations is especially difficult in countries where taxes are collected at both the 
national and sub-national levels, which is common for at least some taxes. Thus, many, not just one tax 
administration must envision their responsibilities more broadly and must become service oriented and 
client friendly. The importance of also building effective local administrations is magnified because local 
taxes likely impose the greater compliance burden (at least relative to revenues collected) because 
many small tax instruments are often levied (World Bank, 2007). While the burden of each instrument 
may be modest, the collective burden across a number of small taxes can be substantial. 
Responsibility for achieving broad goals for taxation must be seen even more inclusively than just 
the tax administrations if government accountability, transparency and fairness are driving forces 
behind achieving the goals of taxation. Essentially all ministries, and certainly those involved in 
regulation, have a role in building an environment that encourages taxpayer compliance. Simply put, 
good government and constituent responsiveness are factors in determining willingness to pay and to 
be part of the formal sector. The tax administration cannot be expected to fully offset perverse effects 
of onerous regulatory environments and bad government. Thus, performance of the tax administration 
should be evaluated in the context of the overall context where it operates.  
Still, a highly professional tax administration is a key aspect to motivating compliance. A 
combination of properly designed carrots and sticks is appropriate, but many other tools must be in the 
administration’s toolbox.  Some of these tools can be exercised at the discretion of the tax 
administration and others are dependent on enabling legislation. Strong enforcement of the tax regime 
across a wide array of taxpayers, or at least the perception of enforcement, is essential to accounting for 
other-regarding preferences and to enhancing voluntary and non-confrontational willingness to pay tax. 
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Salience is essential, which means an understandable tax code, good taxpayer information and low 
corruption, and ideally some clear connection between the payment of taxes and the services received 
from government. The bottom line is that a skilled, professional tax administration is integral to small 
firms becoming part of the formal economy and paying taxes. Sticks will ensure some compliance, but 
likely far short of a broader conception of how to bring small business into the formal sector including 
the tax regime. 
Importance of Low Compliance Costs 
Both the compliance and tax burden costs must be kept low if small firms are to be expected to join 
the formal sector. Many countries, perhaps inadvertently, fail particularly when it comes to maintaining 
low compliance costs. The number and complexity of taxes at both the national and sub-national levels 
are important determinants of small business compliance costs and the broader costs of joining the 
formal sector. For example, Everest-Phillips (2008) reports that local governments impose 1500 different 
taxes in Yemen, which makes the burden of knowing which apply a significant cost before complying 
with the ones that are imposed on a particular firm. It is important to remember that the entire set of 
taxes and not just the taxes that are specifically intended as levies on business (i.e. the VAT) can burden 
small firms.12  Businesses perform much of the compliance for individual taxpayers in many cases, such 
as with the sales and excise taxes and the VAT. All of these entail significant compliance costs that are 
seldom reimbursed by government.13  
Compliance costs encompass monetary, time, and psychological elements and all of these must be 
considered by the tax administration (World Bank, 2007) because they reflect the social cost of the tax 
                                                          
12
 Annual studies by Ernst and Young (2012) for the Council on State Taxation have estimated that over 90 
percent of state and local taxes paid by business in the U.S. come from taxes other than the primary specific tax on 
business, the state corporate income tax. Most are taxes intended to be levied broadly on people and business, 
such as the property and sales taxes and excises on oil and gasoline. 
13
 A number of U.S. states compensate vendors for some compliance costs associated with the sales tax. 
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system. The time taken to file returns, react to frequent legislated changes in tax structure and provide 
information for multiple audits are factors that rank high in surveys on factors that create compliance 
costs. The evidence suggests that these costs are relatively greater for small firms than for larger ones, 
and particularly in the case of the VAT.  The fixed costs associated with complying with multiple tax 
instruments can be expected to be especially onerous for the small.   
A multitude of different taxes, each generating small amounts of revenue and imposing unique 
compliance burdens, may cause taxpayers to question the efficacy of the state.  In practice each of these 
taxes may represent an important source of revenue mobilization in developing countries.  But firms 
paying these same taxes may not see the connection between tax payment and the provision of 
services.  It may be better to consolidate tax instruments and use other means (such as earmarking or 
formula allocation) to fund programs that might otherwise be funded by a series of small levies.  This 
approach may also produce resource savings in tax administration.   
Principal/Agent Concerns 
Enforcement of the tax regime must also recognize that tax administrations’ are not merely faceless 
organizations staffed by people who collect government revenues but institutions with their own 
incentives and agendas. Principal/agent problems can arise in tax administrations just as in most other 
institutions.  In part, tax administrations will respond to the incentives placed before them and they 
have traditionally been evaluated and rewarded based on the revenues they collect, including arrears 
and penalties. A simple evaluation of effectiveness based on revenue generation lessens the motivations 
for drawing small firms, many of which will generate little if any tax revenue in the short term, into the 
formal tax system. Tax administrations also will be inclined to ignore compliance costs if tax revenues 
are all that matter. Thus, tax administrations must be confronted with a broader set of incentives if they 
are to play an important role in creating intrinsic motivations and undertaking nation building as well as 
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the everyday responsibilities of operating the tax system. Similarly, incentives facing individual tax 
collectors must be brought in line with the broader expectations for the organization. Issues such as 
corruption and graft in imposition of taxes on small business must be addressed and countered.  
The principal/agent problem can be aggravated in at least two ways.  The first is when regional or 
local governments serve as the collection arm of the national government.  This form of government tax 
farming—which is a complicated extension of vertical reciprocity— can naturally create tensions 
between the local tax collector and local firms, as well as the central government body overseeing the 
tax.  A second problem can arise when local tax collectors charged with collecting local or regional taxes 
are spatially distant from supervisory agents in the local tax administration.  There may be inherent 
tensions in such contexts that are difficult to overcome in practice.  Similar principal/agent problems can 
arise when national officials are located far from the capitol and regional managers. 
Failure to broaden the tax base to small business likely means higher tax burdens on larger formal 
sector firms if revenue goals are to be met. Economic growth will be hampered by the higher effective 
rates on large firms but also the higher rates will discourage firms from expanding and joining the formal 
sector. Strong economic growth almost surely relies on rapid increases in the number and size of small 
enterprises so it is important to encourage their development and expansion—this is not to suggest that 
small firms should be free of tax. Research has tended to find that the formal sector is more productive 
and grows faster than the informal sector (Palmade, 2005), evidencing the importance of drawing small 
firms into the formal economy. Small firms often understand the benefits of being in the formal versus 
the informal sector, including avoiding corruption and payments to remain informal, which goes to the 
heart of the tax administration (Everest-Phillips, 2008).  The tax administration can go far by facilitating 
entry to the formal sector as it provides information on how to comply with regulations, taxes, and 
other aspects of the formal sector.  This broader facilitation role must be recognized by the tax 
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administration and supported by education and training programs that can nurture firms into 
compliance. 
Implications 
We return here to the question posed in the introduction: Should developing countries seek to tax 
small enterprises?  Our first response is to waffle and say “it depends.”  In fact it does depend.  For 
example, if revenue administration is of sufficiently poor quality, then there is no reason to divert 
resources to administration of tax on a new, much larger set of taxpayers.  The discussion of taxpayers’ 
motivations presented above evidences that behavior by the tax authorities and legislated tax structure 
each have important implications for the incentives and motivations that prompt taxpayer compliance. 
Poor administration of tax could conceivably do more damage than good since it lessens the potential to 
collect from more lucrative taxpayers without providing a positive relationship with government and 
incentives to formalize the business entity.  If the decision to tax the small is made, this decision must be 
predicated on a careful cost-benefit calculus that yields well-defined goals, objectives and ultimately 
policies associated with administration and the evaluation of administrative personnel. A well-
articulated plan for meeting these goals must be in place for meeting the goals. 
Our discussion above suggests that small firms should be part of the same common tax structure 
applied to larger firms, though some adjustments could be possible such as semi-annual rather than 
monthly tax returns if dictated by cost considerations. A small or no threshold for VAT taxpayers is also 
indicated, though this varies from the recommended practice by the IMF which is a relatively high 
threshold.14 Further, imposition of taxes that appear to offer some benefits, such as a VAT that permits 
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 LeJeune (2011) observes that EU countries have adopted relatively low thresholds, ranging from €0 to 
€80,000. Thresholds tend to be higher in countries that have recently adopted the VAT, such as Singapore that has 
a €540,000 threshold. Current practice suggests that countries may want to adopt a larger threshold but with a 
goal of bringing small firms into the VAT as administrative practices develop.   
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credits for VAT implicit in inputs and capital purchases, appears to be more consistent with encouraging 
compliance than an additive income-based or presumptive tax. Taxing the small has considerable merit 
in terms of promoting tax fairness and helping integrate firms into the formal sector of the economy.  A 
simplified version of a VAT, along with effective protocols to guide tax administrators and their 
relationship with taxpayers, can help small firms transition to compliance with the regular VAT regime.  
By easing taxpayers into the regular VAT system, one avoids the need to administer two parallel but 
disparate systems of taxation.  Fledgling taxpayers may also perceive this phased-in integration as a 
source of horizontal reciprocity by means of treating them like other taxpayers: they are part of the 
same system that other businesses operate in and there should be no stigma associated with being 
“small” and subject to a separate and potentially pejorative presumptive system of taxation.   
The design, implementation and administration of tax should be framed by the lessons emerging 
from the new field of behavioral economics.  Generally there must be a recognition that psychological 
and social influences can vary substantially both across and within countries.  Thus there is no single 
solution that could be applied generally across developing countries.  Tax rates and revenue collection 
by small businesses will always give rise to incentives for noncompliance.  Similarly, traditional sticks like 
costly audits and penalties can be effective in combating noncompliance.  But a broader view is needed 
that recognizes that the fiscal exchange between taxpayers and state defines the nature of the effective 
social contract and thus the path of nation building.  This social contract could conceivably be harmed by 
an inefficient, arbitrary and corrupt administrative apparatus, with implications for small traders but 
also society at large.  It is also possible that the treatment of small traders, especially those transitioning 
from informality to formality, can yield direct benefits to the social contract as well as spillovers to 
others.  In the end it is the will to tax and the will to do so in a fair and equitable fashion that may offer 
the long-term promise of better revenue mobilization in developing countries and a more effective 
state.  Marginal analysis suggests that initial small business tax reforms should focus on firms (or types 
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of firms) that would benefit most from being part of the formal sector because they need financing or 
access to broader markets (Everest-Phillips, 2008). The tax structure and administration could begin by 
identifying these firms (perhaps by industry) and placing the greatest focus on bringing them into an 
efficient tax system that does not impose overly burdensome compliance or tax costs. A lower priority 
could be placed on working with other industries. 
Unintended consequences should receive careful consideration in small business tax policy. Agents 
will respond to the motivations created for them, and the structure of the tax system and administrative 
practices each create incentives. For example, the policy and practice of taxing large and small 
businesses should not and cannot be separated. Thresholds, lower rates, exemptions and other policies 
that limit or prevent taxation of small firms can change behavior of large firms (for example, organizing 
as a series of small firms), or prevent firms from wanting to become large. Either can entail a loss in 
economic activity or tax revenues. Thus, any deviation in the tax structure between small and large firms 
should be limited to areas that are least likely to be distorting. The Word Bank (2007) argues for 
presumptive taxes that are expected to bring in modest revenues but that get firms connected to the 
formal sector or preferred depreciation schedules with loss carryforwards that limit tax burdens for 
some small businesses in their introductory years. However, presumptive taxes work against other types 
of motivations created for small taxpayers. The World Bank argues against tax holidays that are more 
likely to be abused and we concur. 
Similarly, aggressive third-party information sharing to enhance tax administration may harm 
formalization of the economy. For example, the use of information from the banking system to identify 
and collect tax from small firms may discourage use of the banking system as countries are seeking to 
expand formal financial sector activity.  
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Changes in culture and resource allocation will ultimately be needed to achieve the broader social 
objectives of taxation in developing countries.  This will not be easy to do in practice in part because of 
the long-term view and payoff period for policy changes.  In the meantime, tax compliance will likely 
remain a game of cat and mouse between the tax administration and taxpayers.  But there will be 
opportunities to change the course of tax administration and these opportunities need to be pursued 
and evaluated for their effectiveness.  We know that taxes and penalties create incentives that 
taxpayers respond to.  At the same time we know very little about how a kinder, more behavioral 
approach to tax administration can affect revenues and the broader goals of tax policy. 
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